Introduction
Toward the end of 1988, Pakistan's deteriorating resource situation caused a financial crisis, many remnants of which still exist today. In 1988, the Government's budget deficit reached 8.5% of Gross Domestic Product (GOP), inflation accelerated, the CUlTent account deficit doubled to 4.3% of Gross National Product (GNP), the external debt service ratio reached 28% of export earnings, and foreign exchange reserves fell by half to $438 million, equal to less than three weeks of imports. I These developments have eroded the ability of the government to affect the country's development process. In fact, the encouragement of private sector activity, particularly investment, is the only viable option open to the authorities. It follows that for policy purposes the most important issue involves restructuring government expenditures and their financing in a manner that would provide the maximum inducement to private sector capital formation, especially in manufacturing. Operationally, this means finding an optimal balance between the Government's three most important budgetary items: defense, public consumption and infrastructural development. What is more important, because there is abundant evidence:! th~t the government's deficits have crowded out a certain amount of private investment, the authorities must achieve this balance within the context of a reduced level of expenditures and/or tax increases.
Defense expenditures are an obvious candidate for expenditure reductions. As noted in the next section, the country's defense burden is one of the heaviest in the world. At round 7% (1992) of GNP, it is more than twice that of India. Moreover, while during most of the 1980s worldwide defense expenditures contracted, Pakistan's expanded. This trend occ.urred even after the hostilities in Afghanistan had subsided.
While the defense expenditure to GNP ratio has remained about the same, debt servicing has overtaken this category as the single largest item of l!.O\'l'rnment spending. In 1971 this item was 3% of GNP; by 1993-94 it had ;is~n 10 8.2%. During the fiscal year 1994-1995, debt servicing will account for l\.2 1 i( or 35% of total budget spending,3 compared with 26.4% for defense.-l Appar~lllh' the government recognizes the burden that defense expenditures have placed 0;1 the economy. For the 1994-1995 budget, defense expenditure will in~rease onl\' 8.6% whereas in the previous year India increased defense expendilur~s b~' 20%.5 . Against this background, the purpose of this paper is to examine Pakistan's macroeconomic economic prospects for the remainder of the I 990s. In particular (and assuming it politically possible), we are interested in examining the Sl"OPC for stimulating economic growth and expansion through restrained allocalions 10 the military,6 What impacts have defense expenditures had on the economy'? Arl' these impacts largely direct or have they operated primarily through their eflt'ct on the budgetary deficits? In this regard, defense expenditures are a 10gic'll arca for budgetary cuts: current expenditures account for the major part of govcrnment budgetary allocations, averaging 65-75% during most of the eighlies and into the I 990s. Since the late 1980s, defense expenditures together with dcbl servicing have accounted for around 80% of current expenditures.
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Previous studies on defense spending and the macroeconomy Intuitively, one might imagine that increased defense expenditures over timc would be detrimental to an economy. The classical argument is that soldiers and armaments do not create goods and services that can be consumed hy others: thus, military spending necessarily subtracts from a nation's total resources. Following this line of argument reductions in arms expenditures should providã sizable peace dividend that could be used for development purposes.?
The issue is not so clear-cut, however. There is another side to the dehal~, offered by those who emphasize the economic benefits of defense expen(jitur~s. Advocates of "military Keynesianism"g stress the advantages of using domestic defense expenditures as a mechanism for stimulating the economy, .lIld thus increasing the overall rate of economic growth. Unfortunately there is ample empirical evidence to support each assertion.
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A balanced position on the defense versus growth controversy is that while economic benefits should result from reductions in military spending, there is nonetheless uncertainty as to the likely size and distribution of these henclils over time. Reductions in government spending on the military will ha\'c significant macroeconomic effects, particularly upon interest rates, exchangr ates and trade patterns, all of which will influence the size and distribution of gains from cuts in military expenditures. Furthermore, there is~ollsiderab~c oncern, often expressed in the popular press regarding short-term tncl~cas~s In unemployment and a lowering of economic growth that might result Irom the deflationary effects of decreasing military expenditures.
